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EXPOSURE DRAFT 
PROPOSED GUIDE ON THE USE OF 
REAL ESTATE APPRAISAL INFORMATION 
JULY 31,1984 
Prepared by the 
Committee on Real Estate Accounting 
Accounting Standards Division 
American Institute of Certified Public Accountants 
Comments should be received by October 31, 1984, and addressed to 
AICPA Accounting Standards Division, File 4210 
1211 Avenue of the Americas, New York, N.Y. 10036-8775 
G00261 
July 31, 1984 
An exposure draft of a proposed AICPA guide, Guide on the Use of Real Estate 
Appraisal Information, accompanies this letter. A summary of the proposed 
guide is also enclosed. 
The proposed guide was developed to assist independent auditors and others in 
understanding the appraisal process and the uses of real estate appraisal in-
formation. 
Comments or suggestions on any aspect of this exposure draft will be appre-
ciated. The committee's consideration of responses will be helped if the 
comments refer to specific paragraph numbers and include reasons for any sug-
gestions or comments. 
In developing guidance, the committee considers the relationship between the 
cost imposed and the benefits reasonably expected to be derived from the serv-
ices of independent auditors. It also considers differences that the auditor 
may encounter in the audit of the financial statements of small businesses and, 
if appropriate, makes special provisions to meet those needs. Thus, the com-
mittee would particularly appreciate comments on those matters. 
Responses should be sent to the AICPA Accounting Standards Division, File 4210, 
in time to be received by October 31, 1984. Written comments on the exposure 
draft will become part of the public record of the AICPA Accounting Standards 
Division and will be available for public inspection at the offices of the 
American Institute of Certified Public Accountants after November 30, 1984, 
for one year. 
Sincerely, 
George L. Yungmann 
Chairman 
Real Estate Accounting Committee 
Don Pallais. 
Director 
Audit and Accounting Guides 
GLY/DP:dw 
Enclosures 
AICPA American Institute of Certified Public Accountants 1211 Avenue of the Americas, New York, NY 10036-8775 (212) 575-6200 
SUMMARY 
This proposed guide provides guidance for auditors on— 
o The valuation concepts used in the accounting literature. 
o The valuation concepts used in the appraisal literature. 
o The methods used by appraisers to value real estate assets. 
o The selection and evaluation of a real estate appraiser. 
o The auditor's consideration of valuation data. 
o Reporting considerations. 
The exposure draft has been sent to— 
o State society and chapter presidents, directors, and committee 
chairmen. 
o Organizations concerned with regulatory, supervisory, or other 
public disclosures of financial activities. 
o Organizations, firms, and individuals identified as having an 
interest in the uses of real estate appraisal information. 
o Persons who have requested copies. 
PREFACE 
1. The AICPA Real Estate Accounting Committee has prepared this guide to as-
sist independent auditors in— 
o Understanding the real estate appraisal process, its valuation 
concepts, and principles. 
o Using real estate appraisal information in examinations of 
financial statements. 
o Applying Statement on Auditing Standards (SAS) No. 11, Using the 
Work of a Specialist, to the work of a real estate appraiser. 
2. Generally accepted accounting principles (GAAP) require financial state-
ments of business enterprises that own interests in real estate or assets re-
lated to real estate (real estate assets), such as receivables collateralized 
by real estate, to disclose information on the carrying amounts of the assets 
and, in some circumstances, other financial information concerning the assets. 
An enterprise may use various specialized procedures and approaches to develop 
information to satisfy those requirements, ranging from comprehensive estimates 
of current market value or replacement cost to general or specific valuation 
information representing less than a comprehensive estimate of current market 
value or replacement cost. Information on real estate values provided by ap-
praisers may differ from measurement of value required by GAAP. This guide 
refers to information obtained through the application of real estate appraisal 
techniques as valuation data. 
3. The third standard of fieldwork requires that the independent auditor ob-
tain sufficient competent evidential matter on material financial statement 
assertions to afford a reasonable basis for expressing an opinion on the fi-
nancial statements. The auditor must accumulate that evidence to support his 
opinion, but the financial statement assertions are the representations of man-
agement, who have the primary responsibility for those assertions. The audi-
tor, by virtue of his education and experience, should be knowledgeable about 
business matters in general. However, the auditor is not expected to have the 
expertise of a person trained or qualified to apply real estate appraisal tech-
niques. Accordingly, in the examination of financial statements, the auditor 
may need to use the work of a real estate appraiser, a person experienced in 
applying real estate appraisal techniques, to provide the audit evidence deemed 
necessary to express an opinion on the financial statements. For that purpose, 
the auditor may use the work of an appraiser who— 
o Is employed by the entity or has been specifically engaged by the 
entity to perform an appraisal. 
o Is employed on the staff of the auditor's accounting firm. 
o Is an independent appraiser. 
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CHAPTER 1 
VALUATION CONCEPTS 
4. Under generally accepted accounting principles (GAAP), certain transactions 
or events may require the consideration or recognition of the fair value or net 
realizable value of real estate assets. Appendix A lists certain accounting 
pronouncements that may involve the use of real estate. That literature gener-
ally discusses the use of— 
o The fair value of assets in such situations as nonmonetary trans-
actions, troubled debt restructuring, quasi reorganizations, and 
business combinations accounted for by the purchase method. 
o The net realizable value of assets in such situations as those in-
volving the evaluation of carrying amounts of properties held for 
disposition and properties representing collateral. 
FAIR VALUE 
5. Fair value is defined in several authoritative accounting pronouncements, 
such as FASB Statement No. 13, Accounting for Leases; FASB Statement No. 15, 
Accounting by Debtors for Troubled Debt Restructurings; and FASB Statement No. 
67, Accounting for Costs and Initial Rental Operations of Real Estate Projects. 
Although the definitions are phrased so that they fit the circumstances to 
which the pronouncements refer, the meaning of fair value is similar; that is, 
fair value is generally defined as the amount that could be reasonably ex-
pected to be received in a current sale between a willing buyer and a willing 
seller, that is, other than in a forced or liquidation sale. 
6. The auditor can generally relate the definition of fair value in the ac-
counting literature to the appraiser's definition of market value. The Ameri-
can Institute of Real Estate Appraisers (AIREA) defines market value as the 
following: 
The most probable price in terms of money which a property should 
bring in a competitive and open market under all conditions requi-
site to a fair sale, the buyer and seller, each acting prudently, 
knowledgeably and assuming the price is not affected by undue 
stimulus.1 
1 American Institute of Real Estate Appraisers and Society of Real Estate Ap-
praisers, Real Estate Appraisal Terminology, ed. Burl N. Boyce, Cambridge, 
Mass.: Ballinger Publishing Co., 1981, p. 160. 
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7. The conditions and assumptions implicit in the AIREA's definition of market 
value are the fundamental economic concepts of utility, scarcity, desire, and 
purchasing power. They require— 
o A motivated buyer and a motivated seller. 
o Well-informed or well-advised parties, all acting in what they 
consider their own best interests. 
o A reasonable time for exposure in the open market. 
o Payment in cash or its equivalent. 
o Financing, if any, on terms generally available in the community 
at the specified date and typical for the type of property in 
its locale. 
o Pricing at a normal consideration for the property sold, unaf-
fected by special financing amounts, terms, services, fees, 
costs, or credits incurred in the transaction. 
8. In addition, the market value of a real estate property is influenced by 
the following factors: 
o Social. Population trends, architectural designs, and other 
factors emerging from human social instincts and ideals. 
o Economic. Quantity, quality, and location of natural re-
sources; commercial and industrial trends; price levels, in-
terest rates, tax burdens; availability of money and credit. 
o Governmental. Zoning, building codes, and ordinances, such 
as rent controls and special-use permits. 
o Physical or environmental. Climate and topography, land 
(soil and subsoil characteristics), location, technological 
advances affecting land use, proximity of transportation and 
roads. 
NET REALIZABLE VALUE 
9. The term net realizable value (NRV) is defined in FASB Statement No. 67, 
Accounting for Costs and Initial Rental Operations of Real Estate Projects, 
as the following: 
The estimated selling price in the ordinary course of business less 
estimated costs of completion (to the stage of completion assumed 
in determining the selling price), holding and disposal. 
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10. It is necessary to determine net realizable value for accounting purposes 
to provide for losses and to adjust carrying amounts in circumstances such as 
those involving the voluntary or involuntary disposition of assets. Market 
values or future selling prices resulting from the appraisal process are gener-
ally used as a basis in calculating net realizable value. Adjustments gener-
ally required to convert market values or future selling prices to NRV include 
the current owner's costs to complete the project, disposal costs, and holding 
costs.2 
11. The owner's plans for the disposition of the property should affect the 
appraiser's approach in determining market value. For example, the owner of a 
tract of single-family houses under construction may dispose of it before com-
pletion or may complete it and market the homes to potential homeowners. If 
the project is to be sold to another developer before completion, calculation 
of market value would also be affected (a) by reductions for an estimated prof-
it that a potential purchaser-developer would expect to realize by completing 
the project and (b) by a discount factor that recognizes an appropriate inter-
est rate and an expected development period. The owner should make certain 
adjustments to the appraiser's valuation data, in either circumstance, to mea-
sure the net realizable value of the project. The owner, with the help of the 
appraiser, identifies the value of the property and is responsible for the val-
uation. The auditor uses the valuation data to the extent he considers neces-
sary to obtain reasonable assurance that the financial statements that are, in 
part, based on that valuation data are not materially misstated. Based on the 
results of audit procedures performed, the auditor may propose that management 
adjust the financial statements. The auditor, however, is not responsible for 
making those adjustments. Appendix C illustrates a calculation of net realiz-
able value. 
The AICPA Audit and Accounting Guide entitled Savings and Loan Associations 
and SOP 75-2, Accounting Practices of Real Estate Investment Trusts, require 
that interest be included as a holding cost in determining net realizable 
value in the industries discussed. The Real Estate Accounting Committee be-
lieves that there is diversity of practice in other segments of the real es-
tate industry, but in this exposure draft it takes no position on whether 
postcompletion interest should be considered a holding cost in determining 
NRV. 
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CHAPTER 2 
THE APPRAISAL PROCESS 
12. A real estate appraisal is an opinion of the value of the bundle of rights 
representing a particular interest in real property as of a specific date, sup-
ported by an analysis of relevant data. The purpose for which the appraisal is 
being obtained and the bundle of rights to be appraised is determined by those 
whose interest is being appraised, for example, owners in fee simple, lenders, 
or lessees. The description of the appraisal process in this chapter is in-
tended to assist the auditor in his considerations of appraisals. 
13. Judgment is needed in the appraisal process to select the most reasonable 
assumptions and appraisal techniques and methods that are based on existing 
data. Although two or more appraisals may result in different estimates of 
value for the same real estate rights, significant differences should be recon-
cilable based on analysis of the underlying assumptions and judgments in each 
appraisal. 
14. An appraiser may be asked to conduct a complete study or investigation of 
a specific property to estimate its market value. Or the appraiser may be 
asked to prepare a partial appraisal, by either evaluating only a specific 
characteristic of the property, for example, highest and best use, or by pro-
viding an opinion of value without performing all analyses or procedures. The 
auditor should determine whether a partial appraisal is sufficient for his pur-
pose. 
15. This chapter gives an overview of the appraisal process. For a more com-
plete description of that process, publications such as those listed in appen-
dix F should be consulted. 
APPRAISAL CONCEPTS 
16. Two basic appraisal concepts are highest and best use and substitution. 
Highest and Best Use 
17. The concept of highest and best use is based on the assumption that real 
property will be put to the legal use that will likely produce the greatest net 
return for the property over a reasonable period of time. An appraiser con-
siders the following factors in estimating the highest and best use of a parcel 
of land: 
o Physically possible uses. 
12 
o Legal alternative uses. 
o Reasonable and probable uses that are not speculative or conjec-
tural. 
o Appropriately supported and financially feasible uses that will 
result in the highest land value. 
o Profitable demand for alternative uses. 
o The use that will produce the highest net return. 
18. The factors described apply specifically to the highest and best use of 
land. The highest and best use of a site that has existing improvements may be 
different from its existing use. 
Substitution 
19. The principle of substitution is based on the assumption that the value of 
a property is usually limited by the value of an equally desirable substitute 
property, if available. The concept of substitution may be difficult to apply 
for many properties because of the uniqueness of real estate properties. 
THE VALUATION PROCESS 
20. Exhibit 1 lists the steps that the appraiser may perform in analyzing a 
property to estimate its market value. 
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Exhibit 1 — The Valuation Process 
Definition of the Problem 
Identification 
of 
real estate 
Identification 
of property 
rights to 
be valued 
Date of 
value 
estimate 
Use 
of 
appraisal 
Definition 
of 
value 
Other 
limiting 
conditions 
Preliminary Analysis and Data Selection and Collection 
General Specific (Subject and Comps) 
Social Site and improvements 
Economic Sales 
Government Cost 
Environmental Income/expense 
Highest and Best Use Analysis 
Land as though vacant 
Property as improved 
Land Value Estimate 
Application of the Three Approaches 
Sales comparison Income capitalization Cost 
Reconciliation of Value Indications and Final Value Estimate 
Report of Defined Value 
American Institute of Real Estate Appraisers, The Appraisal of Real Estate, 8th Edition 
(Chicago: American Institute of Real Estate Appraisers, 1983), page 43. Reprinted with 
permission of American Institute of Real Estate Appraisers. 
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Value of Land 
21. An important element in many appraisals is the determination of land value 
by site analysis. In many circumstances a future use for the parcel of land is 
anticipated. Site analysis considers the unique aspects of each parcel of 
land, such as its location and physical and economic characteristics. Four 
basic methods are commonly used for the valuation of land: 
o Market data method. Sales of similar unimproved parcels are ana-
lyzed and related to the parcel being appraised. 
o Allocation method. Sales of similar improved properties are ana-
lyzed and the prices paid are allocated between land and improve-
ments. The allocated land portion is used as a comparable for the 
property being appraised. 
o Development method. The ultimate sales value for the property as 
fully developed to its highest and best use is estimated and ad-
justed as follows: 
- The anticipated development costs, carrying charges, 
and developer's profit are deducted from the ultimate 
sales value. 
- A net cash flow forecast is discounted at a rate to 
recognize the risk and passage of time required to 
complete the improvements. 
o Land residual method. A cash flow forecast for the improved fully 
rented site is estimated at its highest and best use. The net cash 
flow attributed to the land, after all operating expenses and re-
turn to other components have been deducted, is capitalized or dis-
counted to its present value to estimate land value. 
Value of Improved Real Property 
22. Three basic approaches are used in appraising the market value of improved 
real property: 
o Cost approach. The cost approach applies the concept of repro-
ducing (considering a depreciation factor) or replacing the ex-
isting improvements to which an estimate of land value is added. 
o Market data or comparable sales approach. The market data ap-
proach uses information on recent sales of similar properties. 
o Income approach. The income approach capitalizes or discounts the 
property's net cash flows to present value. 
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23. While the application of all three approaches to a particular property may 
be desirable, one approach, such as using the market data approach to value un-
improved land or using the income approach to value operating rental property, 
may be most appropriate under a given set of circumstances. However, there is 
a close relationship between the three approaches and many appraisers apply all 
of them, if possible, to obtain sufficient data to corroborate their conclusion 
of market value. 
24. Cost approach. Two key concepts underlying the cost approach are repro-
duction or replacement cost new and accrued depreciation. 
o Reproduction or replacement cost new. Reproduction cost new is 
the current cost of creating a replica improvement by using the 
same or similar materials. Replacement cost new is the current 
cost of creating improvements having equivalent utility (produc-
tive capacity) by using current technology and materials. The 
replacement cost new approach eliminates the need to depreciate 
for functional obsolescence. 
o Accrued depreciation. Accrued depreciation is an estimate based 
on inspection of a property and analysis of a decline in value 
due to physical deterioration, functional and economic obsoles-
cence, and adverse economic influences. 
25. In applying the basic concepts of the cost approach, the appraiser— 
o Estimates the value of the existing improvements in terras of 
either reproduction or replacement cost new. 
o Reduces that value by accrued depreciation. 
o Adds an estimate of the value of land as if vacant and unim-
proved to the indicated market value of all improvements de-
rived in the first two steps. 
The difficulty in estimating accrued depreciation limits the usefulness of the 
cost approach. 
26. Market data or comparable sales approach. The market data approach is 
used to derive a market value for the property being appraised. The sales 
prices of similar properties are used if sales data about a sufficient number 
of comparable properties is available. 
27. The concept of substitution is used in the market data approach because in 
most situations a knowledgeable buyer will not pay more for a property when a 
comparable property is available at a lower price. The three steps used in the 
market data approach are as follows: 
o Locating comparable properties. The property being appraised 
is inspected and its characteristics of size, location, and im-
provements are described. A sufficient number of comparable 
properties are located and inspected to identify similarities 
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and dissimilarities in size, location, and improvements with the 
subject property. Sales data is accumulated from recorded sales, 
listings, option data, and available rental data. It is veri-
fied by interviews, examination of public records, reference to 
advertisements, examination of multiple listings, and discussions 
with realtors, bankers, and other knowledgeable individuals. 
o Comparing each comparable sale with the subject property. Because 
no two properties are exactly alike, adjustment of the comparable 
sales data is necessary to eliminate the effect of dissimilari-
ties. Adjustments may be required for factors such as terms of 
sale, time of sale, location, physical characteristics (for ex-
ample, type of land), differences in improvements, age, deteriora-
tion, and conditions influencing each sale (for example, bargained 
transactions or forced sales). 
o Determining property value. The final estimated market value 
under the market data approach is determined by comparing all in-
dicated values and by giving most weight to values indicated by 
the most relevant comparable sales. 
28. The inherent weakness of the market data approach is that the results may 
not be valid if sufficient sales of comparable properties are not available. 
Although an assumption of this approach is that there are an informed buyer and 
seller with profit motivation, situations unrelated to the property—such as 
tax considerations, receipt of notes bearing below market interest rates, or 
death of the property's owner—may affect prior sales prices. 
29. Income approach. Application of the income approach is practical only 
when there is an income stream attributable to the property or when it can be 
reasonably estimated. The approach, therefore, relates primarily to income-
producing properties, such as shopping centers, industrial buildings, office 
buildings, and apartments, and requires identification or estimation of effec-
tive gross income and expenses, debt service, resulting net cash flow, and a 
capitalization rate or discount rate. 
o Effective gross income. Effective gross income represents the 
actual or anticipated revenue or gross income from all operations 
of the property after an allowance for vacancy and collection 
loss. The allowance may be estimated from historical operations 
of the property, neighborhood trends, or published statistics. 
The quantity, quality, and durability of the gross income are 
analyzed to determine the effective gross income of the property. 
The amount of rent anticipated to be earned is referred to as 
quantity and is based on such factors as past or present occu-
pancy levels, comparable rents for a similar property, and rent 
levels economically warranted by the property. The credit 
worthiness of the tenants and the period over which the property 
can be expected to produce the estimated revenues are referred 
to as the quality and durability of rent. In evaluating gross 
rent estimates, the appraiser considers contractual rents (such 
17 
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as base and percentage or average r e n t s ) , lease terms, lease e s -
cape clauses, and rent escalat ion clauses. Gross income data 
may be gathered by examining the property 's h i s to r i ca l opera-
t i ons , normally for three to five years , from a market analysis 
of comparable rents or from contractual rents under exist ing 
l eases . A unit of comparison such as dol lars -per-gross- rentable-
foot i s typical ly used. 
Effective gross income resu l t s from deducting vacancy and co l lec -
t ion factors from gross income. The deductions may be estimated 
from the property 's h i s to r i ca l operations, neighborhood trends, 
or published s t a t i s t i c s . Income not speci f ica l ly generated by 
the rea l e s ta te property, such as that for furnishings or equip-
ment, i s ident i f ied separately, and excluded from the property 's 
gross income. 
o Net operating income. Net operating income (NOI) i s usually c a l -
culated by reducing effective gross income by the expenses e s t i -
mated to be necessary to maintain the property 's income-producing 
capabi l i ty , including fixed expenses and variable expenses, such 
as administrat ion, u t i l i t i e s , maintenance and repa i r s , and sup-
p l i e s . Fixed and variable expenses generally represent out-of-
pocket costs incurred to provide services to tenants and to 
maintain the property 's income stream. Depreciation, debt serv-
i c e , income taxes, capi ta l addi t ions, and expenses not d i rec t ly 
re la ted to the property are generally excluded from the computa-
t ion of the net operating income, and the i r effect i s usually 
considered in determining the cap i ta l iza t ion rates and methods. 
o Capital izat ion and discount rates and methods. A selected capi-
t a l i z a t i o n ra te or discount ra te i s applied to the property 's 
estimated net operating income to determine i t s market value. 
Selection of the r a t e , therefore , i s a key factor in the capi-
t a l i z a t i on process. 
The following defini t ions apply to the capi ta l iza t ion process: 
- Capital izat ion r a t e . A ra te of return used to de-
termine the value of the property based on i t s NOI. 
The ra te i s the desired ra te of return on inves t -
ment (ROI). The value may be determined by divid-
ing the property 's NOI for a period, usually one 
year, by the cap i ta l i za t ion r a t e . 
Income 
Desired rate of return Value 
- Discount rate. An interest or risk rate used to 
determine the present value of anticipated future 
cash flows. It is usually determined by the annual 
percentage rate that reflects the rate of return for 
a competitive investment. 
The ra t e of return generally used in an appraisal i s the rate that 
investors require as a condition to purchase the type and class of 
property being appraised. The rate may vary, depending on eco-
nomic and other conditions. Accordingly, the select ion of a capi-
t a l i z a t i o n or discount rate requires consideration of the follow-
ing: 
- Market fac tors , such as the rate of return demanded by 
buyers. 
- A safety factor to recognize addit ional r i sk , manage-
ment burden, and lack of the buyer's l i qu id i t y . 
- Recovery of the investment over i t s estimated economic 
l i f e . 
- An investment factor to recognize the r e l i a b i l i t y of 
the property 's income, i t s marketabi l i ty , and tax ad-
vantages. 
The se lect ion of a cap i ta l iza t ion method depends on the quality 
of the property 's net operating income, the condition of the 
property, and the appraiser ' s judgment about the most appropriate 
method in the circumstances. Some common capi ta l iza t ion and d i s -
count methods are the following: 
- Direct capi ta l iza t ion method. The direct cap i t a l i za -
t ion method applies an overal l market ra te of return 
to the projected net operating income of the property. 
- S t ra ight - l ine capi ta l iza t ion method. The s t r a i g h t -
l ine cap i ta l i za t ion method al locates the projected 
net operating income between land and improvements. 
The cap i ta l iza t ion ra te for net operating income a l -
locable to improvements includes a portion for the 
increased r isk of probable loss in the value of im-
provements, as defined by appraisers , and an inves t -
ment ra te of re turn. The loss of value may d i f fe r , 
however, from that provided for in depreciation 
accounting under generally accepted accounting pr in -
c ip l e s . The income allocable to the land i s capi-
ta l ized using the investment ra te of re turn, and the 
two components are added to determine the estimated 
market value. 
- Mortgage equity method. For a property having a 
mortgage or financing commitment, the net operating 
income i s capi tal ized af ter a provision for debt 
service to determine the inves tor ' s equity value, 
which i s combined with the mortgage to determine 
the property 's t o t a l market value. 
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- Annuity, or s ink ing fund, method. Under the annu i ty , 
or s ink ing fund, method, sometimes c a l l e d the Inwood 
method, compound i n t e r e s t annui ty t a b l e s a re used to 
d i scount the es t imated fu tu re ne t opera t ing income 
and the es t ima ted value of the land a t t he end of 
t h e p r o j e c t ' s es t imated l i f e . The method i s gener -
a l l y a p p r o p r i a t e only for income producing proper ty 
sub jec t to long-term l ea se s wi th q u a l i f i e d t e n a n t s . 
- Ellwood method. The Ellwood method uses f ac to r s from 
the Ellwood c a p i t a l i z a t i o n r a t e t a b l e s to c a p i t a l i z e 
t h e p ro jec ted ne t ope ra t ing income to an e s t ima te of 
v a l u e . The t a b l e f a c t o r s cons ider mortgage f i n a n c -
i n g , equi ty y i e l d s , a p p r e c i a t i o n in proper ty v a l u e , 
and recovery of the deprec iab le a s s e t s , such as im-
provements . 
- D i s c o u n t e d c a s h f low me thod . Under t h e d i s c o u n t e d 
c a s h f low method , t h e n e t a n n u a l c a s h f lows from t h e 
p r o p e r t y a r e e s t i m a t e d and d i s c o u n t e d . The method 
r e c o g n i z e s p o t e n t i a l l y i r r e g u l a r c a s h f lows or n e t 
o p e r a t i n g income g e n e r a t e d by t h e p r o p e r t y , and t h e 
d i s c o u n t r a t e may i n c o r p o r a t e t a x i m p l i c a t i o n s . 
The u s e of t h e income a p p r o a c h r e q u i r e s t h e a p p r a i s e r t o a n a l y z e 
and i n v e s t i g a t e t h e s u p p o r t i n g d a t a i n d e t a i l . R e l a t i v e l y minor 
changes i n t h e a s s u m p t i o n s u s e d t o d e t e r m i n e t h e p r o p e r t y ' s n e t 
o p e r a t i n g income o r t o s e l e c t a c a p i t a l i z a t i o n r a t e can s i g n i f i -
c a n t l y a f f e c t t h e p r o p e r t y ' s e s t i m a t e d marke t v a l u e . For e x -
a m p l e , a change i n t h e c a p i t a l i z a t i o n r a t e from 8 p e r c e n t t o 10 
p e r c e n t d e c r e a s e s t h e e s t i m a t e d v a l u e of t h e p r o p e r t y by 20 p e r -
c e n t . S i m i l a r l y , a s suming a c o n s t a n t c a p i t a l i z a t i o n r a t e , a 
change i n t h e p r o p e r t y ' s p r o j e c t e d n e t o p e r a t i n g income d i r e c t l y 
a f f e c t s i t s e s t i m a t e d marke t v a l u e . For e x a m p l e , a 20 p e r c e n t 
change i n p r o j e c t e d n e t o p e r a t i n g income changes t h e e s t i m a t e d 
v a l u e by 20 p e r c e n t . 
RECONCILIATION OF VALUE INDICATIONS 
3 0 . The a p p r a i s e r ' s u s e of s e v e r a l p r o c e d u r e s i n v a l u a t i o n g e n e r a l l y r e s u l t s 
i n s e v e r a l d i f f e r e n t e s t i m a t e s of a p r o p e r t y ' s v a l u e . The f i n a l s t e p i n t h e 
a p p r a i s a l p r o c e s s , t h e r e f o r e , i s t o compare , c o r r e l a t e , and r e c o n c i l e t h e 
e s t i m a t e s t o a r r i v e a t a s i n g l e e s t i m a t e of t h e p r o p e r t y ' s v a l u e . The s i n g l e 
e s t i m a t e d v a l u e i s n o t a w e i g h t e d a v e r a g e of t h e r e s u l t s i n d i c a t e d unde r t h e 
d i f f e r e n t a p p r o a c h e s b u t i s t h e a p p r a i s e r ' s b e s t e s t i m a t e as t o what i s , i n h i s 
o p i n i o n , t h e most r e a s o n a b l e and r e a l i s t i c e s t i m a t e of v a l u e based on t h e d a t a . 
The a p p r a i s e r c o n s i d e r s t h e p u r p o s e of t h e a p p r a i s a l , t h e t y p e of p r o p e r t y b e -
i n g a p p r a i s e d , t h e adequacy and r e l i a b i l i t y of s u p p o r t i n g d a t a , and t h e r e a s o n -
a b l e n e s s of a s s u m p t i o n s u sed i n making h i s f i n a l d e t e r m i n a t i o n . 
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FINAL ESTIMATE AND REPORT OF DEFINED VALUE 
31. The form, length, and content of appraisal reports vary, depending on the 
type of property and the nature of the assignment. Appendix B discusses in de-
tail the form and contents of an appraisal report. 
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CHAPTER 3 
SELECTION AND EVALUATION OF A REAL ESTATE APPRAISER 
SELECTING AND INSTRUCTING THE APPRAISER 
32. Financial statements are the representations of management, who are re-
sponsible for fair presentation in such statements in conformity with generally 
accepted accounting principles. When an appraiser prepares or assists in pre-
paring amounts or disclosures to be included in financial statements, manage-
ment's responsibility does not change, although the appraiser is responsible 
for the quality of his own work. Management should select an appraiser, in-
ternal or external to the organization, who will appraise the property. How-
ever, the auditor may sometimes specifically request that valuation data be 
prepared for his audit, and he may become involved in the selection of the ap-
praiser. If so, the auditor, client representatives responsible for financial 
accounting and reporting matters, and the appraiser should agree on the objec-
tives and scope of the work to be performed. The appraiser should generally be 
instructed to appraise the property in accordance with the owner's stated com-
pletion and marketing intentions. The appraiser should not make assumptions 
that are contrary to existing economic or marketing conditions. The appraiser 
should also be informed about the eventual intended use of the appraisal re-
port. 
THE AUDITOR'S CONSIDERATION OF THE APPRAISER'S QUALIFICATIONS 
33. In assessing the adequacy of the audit evidence provided by the apprais-
er's conclusions, the auditor should consider the appraiser's qualifications as 
suggested in SAS No. 11.1 The auditor should inquire about the appraiser's 
professional certification, license, or other recognition of competence as it 
relates to real estate and his reputation and standing in the industry. The 
auditor should also inquire about the appraiser's familiarity with the type of 
property being appraised, the market in which the real estate is located, and 
other factors that could affect valuation, such as local laws and regulations 
on real estate and equities in real estate. 
34. The appraiser should not have a relationship that would affect his objec-
tivity toward the entity being audited or the property being appraised. The 
appraiser's objectivity may be affected by any of these conditions: 
AU sec. 9336.05, which is an interpretation of SAS No. 11, states that "when a 
specialist with the auditor's firm provides advisory services to a client and 
the auditor decides to use the specialist's work as evidential matter, he 
should follow the guidance in section 336." 
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1 
o He has a d i r e c t or i n d i r e c t ma t e r i a l f i n a n c i a l i n t e r e s t in the 
e n t i t y or i n i t s r e a l e s t a t e a s s e t s . 
o His fee i s cont ingent or based on h i s va lua t i on conc lus ions . 
o The type and ex ten t of o ther s e rv i ce s he performs for the e n t i t y 
a r e s i g n i f i c a n t . 
35. The work of an a p p r a i s e r who has an ongoing r e l a t i o n s h i p with the c l i e n t 
may, i n some c i rcumstances , provide accep tab le aud i t ev idence . For example, 
many e n t i t i e s t h a t deal in r e a l e s t a t e employ personnel q u a l i f i e d to apply r e a l 
e s t a t e a p p r a i s a l t echn iques . If the work of such an a p p r a i s e r i s used, the 
a u d i t o r should become s a t i s f i e d t h a t the a p p r a i s e r can be ob jec t ive about the 
v a l u a t i o n da ta he i s p rov id ing . In some c i rcumstances , the a u d i t o r may be able 
t o e v a l u a t e the e f f e c t s of the lack of o b j e c t i v i t y on the adequacy of the aud i t 
evidence provided. 
COST-BENEFIT CONSIDERATIONS 
36. The cos t of aud i t procedures should be reasonably r e l a t e d to the bene f i t s 
expected . An a u d i t o r ' s use of an a p p r a i s e r ' s work to provide va lua t ion da ta 
about r e a l e s t a t e a s s e t s i s an a p p l i c a t i o n of an aud i t procedure to ob ta in e v i -
d e n t i a l ma t t e r deemed necessary to form an opinion on the f i n a n c i a l s t a t e m e n t s . 
The a u d i t o r eva lua te s the need to ob ta in an a p p r a i s a l as aud i t evidence to s u p -
por t f i n a n c i a l s ta tement amounts and d i s c l o s u r e s by cons ider ing— 
o The m a t e r i a l i t y of the amounts or d i s c l o s u r e s to the f i n a n c i a l 
s t a t ements taken as a whole. 
o The degree of r i s k involved, such as the p o s s i b i l i t y of e r r o r . 
o The p o t e n t i a l magnitude of the adjustments or s i g n i f i c a n c e of 
a d d i t i o n a l d i s c l o s u r e s t h a t could r e s u l t from obta in ing an 
a p p r a i s a l . 
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CHAPTER 4 
THE AUDITOR'S CONSIDERATION OF VALUATION DATA 
37. The auditor may use the work of a rea l es ta te appraiser— 
o To support valuation data in audits of f inancial statements that 
report on material rea l es ta te a s s e t s . 
o For compilations or reviews of f inancial statements incorporat-
ing appraisal information. 
o In special invest igat ions and reports for legal uses. 
o In buy-sell inves t iga t ions . 
o In special purchase financial statements (such as current value 
f inancial statements) accompanying basic f inancial statements. 
The appraisal may be a fu l l or p a r t i a l repor t . The auditor may use an exis t ing 
appraisal report or may request a repor t . The auditor may re ly , in varying de-
grees, on appraisals as audit evidence, depending on such factors as the audi-
t o r ' s understanding of the purpose of the appraisa l , the methods and assump-
tions underlying i t s conclusions, and the purpose for which he intends to use 
the information. 
38. In reviewing the appra iser ' s findings, the auditor should be aware of the 
effects subjective determinations inherent in the appraisal process have on the 
appraisal values. This chapter discusses procedures the auditor should apply 
in such a review. 
39. The appraiser i s responsible for determining and using appropriate and 
reasonable methods and assumptions. However, an auditor should not accept an 
appraisal of value without considering— 
o The appra iser ' s qual i f icat ions and apparent objec t iv i ty . 
o The purpose of the appra isa l . 
o The appropriateness of the methods and assumptions used. 
o The s u i t a b i l i t y of conclusions for corroborating the representa-
t ions in f inancial statements. 
40. The auditor ordinari ly r e l i e s on the work of the appraiser unless the 
aud i to r ' s procedures lead him to believe that the appra iser ' s methods, assump-
t ions , or findings are unreasonable. In reviewing the appra iser ' s findings, 
the auditor may consider whether— 
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o The data is based on the required definition of market value. 
o Valuation data is based on development plans that appear reason-
able. 
o The number and quality of market comparables appear reasonable. 
o Capitalization rates, discount rates, financing terms, and pro-
jections of net income or loss and cash flow appear reasonable 
in terms of market conditions. 
o Assumptions about the rate of future sales, sales prices, sell-
ing costs, and costs to complete appear reasonable. 
o The rationale underlying computations supporting valuation data 
appears appropriate and the computations are mathematically cor-
rect. 
41. The auditor may become satisfied about the reasonableness of the valuation 
data by reviewing the appraiser's written findings, examining documents and 
other information used by the appraiser, speaking with the appraiser, and cor-
relating the appraiser's findings to other available audit evidence. However, 
the auditor may sometimes need to inquire further or to perform additional pro-
cedures, such as independently verifying significant data contained in the ap-
praisal report. A recent arm's length real estate transaction for the property 
usually provides the auditor with reasonable evidence to support the valuation 
data. 
CONDITIONS THAT MAY AFFECT THE VALIDITY OF VALUATION DATA 
42. The auditor's inability to obtain relevant and meaningful data and the un-
certainties of available information could limit the scope of his examination 
and may cause him to modify his report. These are examples of conditions that 
may affect the validity of valuation data: 
o Market and economic conditions. Real estate valuation Is based 
on the assumption that there are a willing seller and a willing 
buyer. However, the appraiser's opinion may be acceptable even 
if there is no willing buyer immediately available at other than 
distress prices if the auditor is satisfied about the following: 
The valuation method is reasonable. 
- The entity intends and has the financial strength to 
hold the property for a reasonable period of time. 
- The lack of buyers is the result of a temporary con-
dition, such as the lack of financing at reasonable 
costs. 
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Determining what a reasonable period of time is requires con-
sidering all relevant circumstances, such as whether the prop-
erty is currently ready for sale or whether the entity intends 
to and is capable of completing development of the property and 
carrying it until the time of sale. The estimated selling 
price should reflect the expectations of a sale in the reason-
ably near future, not in an indefinite future period. 
o The entity's financial condition. The entity's financial con-
dition is significant in the valuation process. An analysis of a 
rental property that is based on an assumed increase in the occu-
pancy level through necessary improvements or repairs that will 
attract new tenants may not be acceptable if the entity cannot 
raise or internally generate the funds to make the improvements. 
However, if the property owner has the financial capabilities to 
make necessary improvements and absorb carrying costs during the 
extended period needed to increase the levels of occupancy and 
intends to do so, the auditor may be satisfied that the esti-
mated increases in occupancy levels appear reasonable. Con-
versely, an analysis of a rental property based on an assumed 
increase in the occupancy level over an extended period during 
a time of economic decline may not be acceptable if the owner 
has financial problems that would require earlier disposal. In 
that case, the property should be valued on the basis of exist-
ing conditions if such disposal is probable. 
o Undeveloped land. An entity may propose to value an undeveloped 
parcel of land on the basis of the land residual method. This 
method involves estimates of the costs of constructing a hypo-
thetical improvement that will be rented and assumptions about 
the revenues, operating costs, and debt service of that improve-
ment. Discounting techniques or capitalization of the projected 
cash flow may be used to estimate market value. The land re-
sidual method of valuation is used if there are insufficient 
market comparables for direct valuation of the land. The audi-
tor should consider the reasonableness of the method if it ap-
pears that (a) the entity does not have the ability to pursue 
such a course, (b) there is no apparent need for such a develop-
ment in the vicinity, (c) the land is not currently zoned for 
such an improvement, or (d) there are indications that environ-
mental constraints would create problems in obtaining building 
permits or other requirements needed to proceed. The auditor 
should also consider whether the assumed costs of construction, 
revenues, operating costs, debt service, time frame, discounts, 
and capitalization rates are reasonable. 
If large tracts of undeveloped land are held for sale by retail 
subdividers and sales volume has significantly declined, the 
owner may propose to value the land on the basis of sale to al-
ternative users, such as residential builders or commercial and 
industrial developers. In those circumstances, the probable near-
term alternative use should be used to estimate market value. 
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Proposed condominium conversions. An entity may decide to con-
vert a rental property into a condominium and propose to value 
the property on the basis of the total anticipated selling 
prices of the units less estimated costs of conversion. Valua-
tion of a rental property earmarked for condominium conversion 
should continue to be based on its rental features unless the 
proposed conversion is probable. Events to be considered as 
evidence that the conversion will be accomplished include— 
- Availability of feasibility or market studies that 
indicate a demand for condominiums in the vicinity. 
- Notification of tenants. 
- Availability of conversion financing. 
- Availability of commitments for loans to qualified 
buyers. 
- Filings with regulatory agencies. 
- Offering units for sale. 
Properties subject to foreclosure proceedings. If a property 
subject to a mortgage is in default and the lender has started 
foreclosure proceedings, valuation of the property may be af-
fected. In place of foreclosure, a lender may take possession 
of a property in accordance with rights under the lien and may 
collect rents from tenants and make the required disbursements. 
A government body may also institute foreclosure proceedings 
for nonpayment of real estate or other taxes under similar cir-
cumstances. However, if it is probable that the entity can re-
gain its rights of ownership, foreclosure proceedings may not 
affect the valuation of the property. 
Loans and receivables collateralized by real estate. Operating 
or other data applicable to the collateral property and required 
for valuation purposes may not be available in troubled debt 
situations. In addition, the lender may be unable to gain 
timely possession of the collateral, a fact that may adversely 
affect its value. 
APPROACHES TO VALUE NOT REQUIRING APPRAISALS 
43. An entity may wish to minimize the time, effort, and expense of the valua-
tion process by using approaches not requiring full or partial appraisal re-
ports. 
44. An entity may determine value by capitalizing current cash flows. Valua-
tion through capitalization of current cash flows is determined by dividing 
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recurring cash flows by a rate of return or by multiplying net cash flows by a 
factor representing the reciprocal of the desired rate of return. Rates of re-
turn from real estate vary because of such factors as fluctuating interest 
rates, the state of the economy and the real estate market, the risk character-
istics of specific properties, and income tax consequences. In those circum-
stances, the auditor may wish to test the rates of return the entity uses for 
specific properties by consulting or engaging an appraiser, because a compara-
tively small variation in an assumed rate of return can significantly affect 
the resulting valuation. 
45. The capitalization approach has certain limitations, which the auditor 
should consider. Estimated values derived in this manner may not reflect pos-
sible negative or positive factors that an appraiser would normally consider in 
his valuation process, such as vacant space that could affect the property's 
value. A property that is not currently generating positive cash flows would 
have a zero valuation, which would not be realistic. 
46. An entity may also be able to value a property without using an appraiser 
by referring to a written purchase offer that has been rejected by the entity 
or that is still outstanding. Before accepting such evidence as a basis for 
valuation, the auditor should consider any relationships between the parties, 
whether the offer is at arm's length, its terms, reasons for its rejection, the 
credit worthiness of the offeror, and the necessity to confirm the current 
status of the offer with the offeror. However, the following are circumstances 
in which an appraisal report is not necessary, but the services of an appraiser 
are used: 
o If a recent appraisal was performed, it may be satisfactory to ask 
the appraiser to perform procedures that would disclose how the 
property's value was affected by significant events that have 
occurred since the date of his last report. The appraiser may be 
able to reaffirm his opinion of value after indicating his limited 
procedures. 
o Valuations prepared by an entity, such as those based on a capi-
talization rate or discounting of cash flow, may consist of cer-
tain assumptions that an appraiser should evaluate and on which 
he should report. 
o An appraiser who has substantial knowledge concerning the prop-
erty's geographic region may be able to provide a value or range 
of values for the property by using gross rent multiplier analy-
sis or other techniques without performing the extensive pro-
cedures needed to prepare an appraisal. 
o Certain property valuations requiring appraisal may have many 
similar characteristics, including general location. In such 
circumstances, the appraiser may be able to reduce the scope of 
his procedures. 
47. The auditor may rely on such procedures if he believes that they are rea-
sonable. 
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CHAPTER 5 
REPORTING CONSIDERATIONS 
48. If, in connection with an examination in accordance with generally ac-
cepted auditing standards, the auditor concludes that required valuation 
information is not available because management has not provided adequate 
information or the auditor is unable to obtain it, a scope limitation exists. 
The auditor should consider whether that limitation affects his report. 
49. Significant uncertainties about the valuation of real estate assets may 
remain regardless of the extent of audit procedures applied by the auditor. 
For example, there are often uncertainties in the evaluation of plans for the 
future development or use of real estate assets that are beyond the company's 
or the appraiser's control. Such uncertainties may result from moratoriums on 
zoning changes and the like. The financial statements should disclose the 
nature of material uncertainties and their range or effect, if practicable, on 
the financial statements, and the auditor should consider the effect of such 
uncertainties on his report. 
50. When expressing an unqualified opinion, the auditor should not refer to 
the findings or assistance provided by an appraiser. That reference in an un-
qualified opinion may be misunderstood as a qualification of the auditor's 
opinion or as a division of responsibility, neither of which is intended. Such 
a reference may also incorrectly imply that the auditor performed a more thor-
ough audit than an auditor not making such reference. However, the work of an 
appraiser may be referred to in the notes to the financial statements. 
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APPENDIX A 
CERTAIN ACCOUNTING PRONOUNCEMENTS THAT HAY 
INVOLVE THE USE OF REAL ESTATE VALUATION DATA 
51. This appendix lists certain accounting literature that may require the 
consideration or recognition of fair value or net realizable value of real 
estate assets and that may include the use of real estate valuation data. 
o Accounting Research Bulletin No. 43, Chapter 7A, Quasi-
Reorganization of Corporate Readjustment 
o Accounting Principles Board Opinion No. 16, Business Combinations 
o Accounting Principles Board Opinion No. 21, Interest on Receiva-
bles and Payables 
o Accounting Principles Board Opinion No. 29, Accounting for Non-
monetary Transactions 
o Accounting Principles Board Opinion No. 30, Reporting the Results 
of Operations 
o FASB Statement No. 5, Accounting for Contingencies 
o FASB Statement No. 13, Accounting for Leases 
o FASB Statement No. 15, Accounting by Debtors and Creditors for 
Troubled Debt Restructurings 
o FASB Statement No. 33, Financial Reporting and Changing Prices 
o FASB Statement No. 35, Accounting and Reporting by Defined Bene-
fit Pension Plans 
o FASB Statement No. 41, Financial Reporting and Changing Prices: 
Specialized Assets 
o FASB Statement No. 66, Accounting for Sales of Real Estate 
o FASB Statement No. 67, Accounting for Costs and Initial Rental 
Operations of Real Estate Projects 
o Statement of Position (SOP) 75-2, Accounting Practices of Real 
Estate Investment Trusts 
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o SOP 78-9, Accounting for Investments in Real Estate Ventures 
52. In addition to the above pronouncements, an AcSEC issues paper, Joint 
Venture Accounting, and a related issues paper entitled Accounting for Allow-
ances for Losses on Certain Real Estate and Loans and Receivables Collateral-
ized by Real Estate have been submitted to the FASB by the AICPA for consider-
ation in future projects. 
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APPENDIX B 
CONTENTS OF AN APPRAISAL REPORT 
53. The form and content of appraisal reports are discussed and i l l u s t r a t e d in 
t h i s appendix. The objective of an appraisal report i s to communicate the ap-
p r a i s e r ' s conclusions and supporting reasoning. If that objective is accom-
plished, a considerable amount of la t i tude is acceptable in the repor t ' s format. 
Depending on the user ' s requirements, the type of property, and the nature of 
the appra iser ' s assignment, an appraisal report may contain a l l or some of the 
following sect ions: 
o Introduction 
- Purpose of Report or Objectives of Appraisal 
- Property Rights Valued 
- Definition of Significant Terms 
- Assumptions and Limiting Conditions 
- Scope of Invest igation 
o Area Data 
o Site and Improvement Descriptions and Analyses 
o Description and Analysis of Legal Documents Defining Fractional 
In te res t 
o Highest and Best Use 
o Valuation Terminology 
o Description and Analysis of Market Data 
o Reconciliation and Conclusion 
o Cert i f icat ion 
o Addenda 
Note: The discussion in this appendix has been adapted from American Institute 
of Real Estate Appraisers, Valuation Analysis and Report Writing: Student Out-
line (Chicago: American Institute of Real Estate Appraisers, 1981). 
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INTRODUCTION 
54. The introduction section of an appraisal report generally includes a dis-
cussion of the purposes and objectives of the appraisal, an identification of 
the property and the property rights appraised, and a definition and explana-
tion of important concepts that are fundamental to the report. In this sec-
tion, many appraisers list the assumptions and limiting conditions that must be 
considered by the user of the report. The date of valuation is usually stated 
in this section of the report and in the concluding valuation statement. 
55. The section discussing the property rights valued usually states whether 
an appraisal is of a fee simple estate interest that is free from easements and 
other encumbrances or of a more complex fractional Interest. The property may 
be identified by a variety of means, such as a legal description, assessor's 
parcel number, street address, nearest intersection, and property type. The 
current ownership, date of acquisition, and other pertinent information may 
also be mentioned in this section. 
56. Appraisal terms and legal concepts are defined in the introduction. The 
appraiser usually states the definition of market value used as well as other 
terms that may be relevant to the particular appraisal. 
57. Some appraisers refer to the discussion of assumptions and limiting con-
ditions as "Contingent and Limiting Conditions" or "Premises, Assumptions, arid 
Limiting Conditions." 
58. The following illustrate assumptions and limiting conditions that are 
sometimes used in an appraisal report: 
o The date of the opinion is set forth in this report. The ap-
praiser assumes no responsibility for economic or physical factors 
occurring at a later date that may affect the opinions stated in 
his report. 
o No opinion is intended to be expressed on legal matters or on 
matters that would require specialized investigation or knowledge 
beyond that ordinarily employed by real estate appraisers, al-
though such matters may be discussed in the report. 
o No opinion about title is rendered. Data on ownership and legal 
description was obtained from sources generally considered reli-
able. Title is assumed to be marketable and free and clear of 
all liens and encumbrances, easements, and restrictions except 
those specifically discussed in the report. The property is 
appraised assuming that it is under responsible ownership and 
competent management and available for its highest and best use. 
o No engineering survey has been made by the appraiser. Except as 
specifically stated, data relative to size and area was taken 
from sources considered reliable, and no encroachment of real 
property improvements is assumed to exist. 
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o Maps, plans, and exhibits included in this report are for illus-
tration only, as an aid in visualizing matters discussed within 
the report. They should not be considered as surveys or relied 
on for any other purpose. 
o No opinion about the value of subsurface oil, gas, or mineral 
rights is expressed, and the property is not subject to surface 
entry for the exploration or removal of such materials except as 
is expressly stated. 
59. Other conditions that may be presented in an appraisal report may apply 
to— 
o Court or hearing testimony. 
o Disclosure of personal interest. 
o Questionable soil or geological conditions. 
o A limited appraisal. 
o Proposed construction. 
o Possible unlawful conduct. 
o Agricultural property. 
60. Some appraisers may add a section in the introduction to present details 
of the scope of the investigation. For example, the appraiser may have made a 
number of independent investigations and analyses but may have also relied on 
other major external data sources that would be described in this section of 
the report. 
AREA INFORMATION 
61. The area information may be included in one section or in separate sec-
tions containing descriptions of the region, city, or neighborhood that are 
relevant to the subject property. The extent of the information varies, de-
pending on the nature of the appraisal problem and the user's familiarity with 
the area. The following illustrates the kind of information that may be in-
cluded in this section: 
o Location. Description of streets bounding the subject property 
and general location within cities and counties. 
o Access. Description of access to the property, including dedi-
cated streets already installed and to be installed, and freeway 
access to the property. 
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o Surrounding land use. Description of zoning and existing or 
planned developments of the property and of surrounding land. 
o Neighborhood data. Description of local industries, area devel-
opments, schools, and other available services. 
o Summary of area trends. Description of current and future popu-
lation trends for the subject area. 
o Public services. Description of existing schools, houses of 
worship, and police and fire protection, and whether they are 
considered adequate. 
o Utilities. Description of telephone, electricity, natural gas, 
sewer service, and domestic water supplies and the timing of 
their availability to the property being developed. 
SITE AND IMPROVEMENT DESCRIPTIONS AND ANALYSES 
62. The amount of detail describing the site and improvements is dictated by 
the nature of the appraisal, but some descriptive information about size, serv-
ices, and site features is appropriate for almost every report. 
63. The following is an example of a site and improvement description that may 
be used for an appraisal of a vacant land parcel: 
o Site description. The subject property is an assemblage of 13 
separate parcels totaling 255 net acres. This land was assem-
bled between 19XX and 19XZ and is owned by Land Corporation. 
The gross size of the assembled parcels is 305 acres; the net 
acreage is arrived at after deductions for streets and other 
public areas. A representative of the ABC Company, for whom 
this appraisal is being prepared, provided us with the 255-net-
acre number. The 305 gross acres correspond to the 1979-1980 
XYZ county assessor's parcel maps. [A detailed legal descrip-
tion of the subject property would follow in this section.] 
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o Assessed valuation. The XYZ county assessor indicates that in the 
fiscal year 19XX-19XY the subject property consisted of 13 parcels. 
The total assessed value for the 13 parcels was $1,360,463. [A 
detailed table showing the composition of assessed value between 
land and improvements could also be presented.] 
o Zoning and planned use. The subject property is annexed to the 
City of Star. The property is zoned I-Industrial District by the 
City of Star. The zoning district allows for various light indus-
trial uses, such as research and engineering laboratories. 
The owner, Land Corporation, has proposed and received pre-
liminary approvals for an industrial park on the 255 net acres. 
The industrial park is planned to be a series of business estates 
that will conform to development guidelines contained in the 
declaration of covenants, conditions, and restrictions. 
o Description of improvements. As of January 1, 19XX, the date of 
appraisal, the subject property was vacant, unimproved land. None 
of the planned improvements associated with the industrial park, 
including interior streets, utilities, and improvements to major 
arteries, have been started. As of the date of appraisal, the 
subject property was not serviced with water, sewers, or elec-
tricity. Water and sewer lines are readily available for hookup 
along Busy Expressway. Electrical lines service the property 
south of the subject; therefore, service can be extended to the 
subject site. 
DESCRIPTION AND ANALYSIS OF LEGAL DOCUMENTS DEFINING FRACTIONAL INTEREST 
64. A lease is a common legal document requiring description and analysis in 
an appraisal report. Usually a copy of the lease with only a brief synopsis 
is included in the addenda to the report; if necessary, an analysis is given in 
the body of the report. Fractional interests can also be created by other in-
struments, such as easements, deed reservations, and perpetual permits. Those 
property rights may be described in this section of the report. 
HIGHEST AND BEST USE 
65. This section usually begins with a definition of the term highest and best 
use because its specific meaning in the appraisal profession should be under-
stood by the reader of the appraisal report. Concepts such as demand, legally 
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permitted or probable uses of the site, including likely changes in zoning, and 
other matters supporting the basis for the appraiser's conclusions are listed 
in this section of the appraisal report. 
66. The American Institute of Real Estate Appraisers defines highest and best 
use as "that reasonable and probable use that supports the highest present 
value, as defined as of the effective date of the appraisal.1 
67. The concept of highest and best use also considers the use of the land 
that may reasonably be expected to produce the greatest net return over a given 
period of time and the legal use that will yield the highest present value, 
sometimes called optimum use. 
68. The highest and best use of the land or site, if vacant and available for 
use, may be different from the highest and best use of the improved property. 
It would be different if the improvement is not appropriate and yet contributes 
to the total property value in excess of the value of the site. 
69. The appraiser may describe the various tests that were applied to the 
subject property to arrive at the estimate of highest and best use and as 
presently improved, assuming the site was vacant and available for development. 
VALUATION METHODOLOGY 
70. Many users of the appraisal report may not be familiar with the mechanics 
of the appraisal process, particularly the rationale behind the three ap-
proaches. To explain the process, appraisers may include a section describing 
the valuation methodology. 
DESCRIPTION AND ANALYSIS OF MARKET DATA 
71. Market data is presented and discussed in all the valuation approaches. 
The cost approach requires a presentation and analysis of data to develop a 
land value as well as market support for cost and depreciation factors. The 
income approach requires market data presentation and analysis for rent levels, 
vacancy indications, expenses, and capitalization rates. The comparable sales 
approach requires the presentation and analysis of market data for similar 
properties. There are a variety of formats and discussion techniques for the 
presentation and analysis of market data. However, this section usually in-
cludes a discussion of the principal approach used in valuing the subject 
property, the factors considered, and a detailed analysis of the necessary 
data to support the reasoning leading to the conclusion of value. 
American Institute of Real Estate Appraisers and Society of Real Estate 
Appraisers, Real Estate Appraisal Terminology, ed. Burl N. Boyce (Cambridge, 
Mass.: Ballinger Publishing Co., 1981), p. 126. 
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RECONCILIATION AND CONCLUSION 
72. A f i n a l e s t ima te of value i s r epor ted in t h i s s e c t i o n . The a p p r a i s e r may 
r e s t a t e the value e s t ima te s r e s u l t i n g from the var ious approaches and may a l so 
s t a t e h i s reasoning for choosing the one approach t h a t leads to the f i n a l e s t i -
mate of v a l u e . The da te of the a p p r a i s e r ' s opinion I s a l so s t a t e d and c o r r e -
l a t e s to t h a t expressed i n t h e in t roduc to ry s e c t i o n of the a p p r a i s a l r e p o r t . 
73 . In c e r t a i n c i rcumstances , depending on the na tu re of the a p p r a i s a l , the 
t o t a l value of the e s t i m a t e may be a l l o c a t e d by the a p p r a i s e r to the var ious 
a p p l i c a b l e c a t e g o r i e s , such as l and , b u i l d i n g s , f u r n i t u r e , f i x t u r e s , and e q u i p -
ment. 
CERTIFICATION 
74. The a p p r a i s e r ' s c e r t i f i c a t i o n of the a p p r a i s a l r e p o r t gene ra l l y inc ludes 
v a r i o u s r e p r e s e n t a t i o n s about t h e c o r r e c t n e s s of the f a c t u a l s t a tements con-
t a i n e d in t h e a p p r a i s a l r e p o r t , the a p p r a i s e r ' s d i s c l o s u r e s of the r e p o r t ' s 
l i m i t i n g c o n d i t i o n s , and the p r o f e s s i o n a l s tandards fol lowed. 
ADDENDA 
75. Some a p p r a i s a l r e p o r t s inc lude c e r t a i n o the r informat ion, such as s p e c i a l 
ana lyses or d i s c u s s i o n s t h a t a r e supplemental to o the r informat ion in the r e -
p o r t . If inc luded , these s e c t i o n s a re c ro s s - r e f e r enced to the s p e c i f i c s e c -
t i o n s of the r e p o r t . In a d d i t i o n , the a p p r a i s e r may a l so inc lude p e r t i n e n t 
maps, sub jec t p roper ty p l a n s , photographs , a summary of p r o f e s s i o n a l q u a l i f i -
c a t i o n s , and so f o r t h . 
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APPENDIX C 
ILLUSTRATION OF THE CALCULATION OF NET REALIZABLE VALUE 
76. The auditor may need to consider differences between an opinion of market 
value (MV) provided by an appraiser and the net realizable value (NRV) of real 
estate assets. 
77. Generally, NRV differs from MV or future selling price to the extent of 
costs that must be incurred and, in some cases, revenues that may be realized 
by the property's current owner. The NRV is based on the current owner's in-
tentions, assuming that such intentions are realistic. NRV may be based on 
either of these assumptions: The current owner will do very little development 
and the property will be sold to another developer, or the current owner will 
complete construction of the property for sale to the end user. 
78. If the owner decides not to develop the property for sale to an end user, 
the appraiser calculates MV by considering all of the following characteristics 
of the property: 
o End use. 
o End se l l ing pr ice . 
o All costs of the purchaser-developer, including a l l actual and 
imputed costs of cap i t a l . 
o Profit required by the purchaser-developer. 
79. If the current owner intends to complete development of the property for 
end use, the calculat ion of NRV would not be affected by an owner's profi t or 
discount factor . In th i s circumstance the owner wi l l incur the development and 
se l l ing costs and, therefore, the t o t a l estimated cost should be based on the 
current owner's experience and plans. 
80. The following i s an example of the re la t ionship between MV and NRV. 
Facts 
o Company A has a development project of 290 single-family homes 
under construction; units are sold as completed. 
o The carrying value of the land and construction costs to date 
is $6 million. The appraiser has determined that the plan 
represents a realistic development program. 
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o Selec ted informat ion from the a p p r a i s e r ' s r epor t (amounts a r e in 
0 0 0 ' s ) . 
S e l l i n g p r i c e for 290 u n i t s $29,000 
Costs to be incu r red by a new owner-developer: 
Costs to complete (16,300) 
Holding cos t s ( 300) 
Disposal cos t s ( 2,100) 
Tota l deduct ions (18,700) 
Est imated nominal value of proper ty 10,300 
New owner-developer ' s p r o f i t ( 1,300) 
Discount t o provide for r e a l i z a t i o n of value 
by new owner-developer over 5 years ( 2,300) 
MV $ 6,700 
o Interest costs are factored into the appraiser's estimate of MV 
because the appraiser determines MV from the perspective of the 
next purchaser of the property. 
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Case I 
Current owner sells project to new de-
veloper (Amounts are in OOP's) 
MV (from appraisal report) 
Adjustments to compute NRV 
(costs to be incurred by 
present owner): 
Holding costs 
Disposal costs, including 
broker commissions 
Total deductions 
NRV 
Current ca r ry ing amount of 
p roper ty 
NRV i n excess of ca r ry ing 
amount 
$6,700 
( 50) 
( 350) 
( 400) 
6,300 
(6,000) 
$ 300 
Case I I 
Current owner in tends to complete d e -
velopment and s e l l i n d i v i d u a l u n i t s 
(Amounts a re in OOP's) 
S e l l i n g p r i c e for 290 u n i t s $29,000 
Adjustments to compute NRV 
(cos t s to be incur red by 
p resen t owner): 
Costs to complete , i n c l u d -
ing i n t e r e s t to be cap -
i t a l i z e d i n accordance 
with SFAS No. .34* (18,000) 
Holding cos t s* ( 200) 
Disposal c o s t s , inc lud ing 
broker commissions ( 1,80P) 
Tota l deduct ions (20,000) 
NRV 9,000 
Current carrying amount of 
property ( 6,000) 
NRV i n excess of ca r ry ing 
amount $ 3,000 
The AICPA Audit and Accounting Guide entitled Savings and Loan Associations 
and SOP 75-2, Accounting Practices of Real Estate Investment Trusts, require 
that interest be included as a holding cost in determining NRV in the indus-
tries discussed. The Real Estate Accounting Committee believes that there is 
diversity of practice in other segments of the real estate industry, but in 
this exposure draft it takes no position on whether postcompletion interest 
should be considered a holding cost in determining NRV. 
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APPENDIX D 
PROFESSIONAL ASSOCIATIONS OF REAL ESTATE APPRAISERS 
81. This appendix presents a brief description of the major professional asso-
ciations of real estate appraisers. 
THE AMERICAN INSTITUTE OF REAL ESTATE APPRAISERS 
82. The American Institute of Real Estate Appraisers (AIREA) is affiliated 
with the National Association of Realtors. It provides courses in appraisal 
theory, appraisal practice, and techniques for appraising specialized classes 
of properties such as farms, industrial properties, and apartments. It be-
stows these designations: 
o Member, Appraisal Institute (MAI). To become an MAI, an appraiser 
must, among other requirements, have five years of creditable ap-
praisal experience, submit two demonstration appraisal reports, 
and pass five examinations. While accumulating those requirements, 
the appraiser must serve for a period of time as a candidate. He 
is also personally interviewed by a local chapter committee. 
o Residential Member (RM). To become an RM, an appraiser must, among 
other requirements, have three years experience in appraising resi-
dential real estate properties. 
SOCIETY OF REAL ESTATE APPRAISERS 
83. The Society of Real Estate Appraisers (SREA) serves all real estate ap-
praisers. The SREA sponsors appraisal courses and seminars, publishes a bi-
monthly journal on appraisal subjects, and has established standards of 
professional practice and conduct. The SREA awards the following designations: 
o Senior Real Property Appraiser (SRPA). The designation of SRPA is 
awarded to general-practice professional appraisers who have suc-
cessfully completed the society's professional training and devel-
opment programs. Appraisers must demonstrate their ability to 
appraise residential and income-producing properties. 
o Senior Real Estate Analyst (SREA). To qualify for the designation 
of SREA, an appraiser must be an SRPA in good standing, have eight 
to twelve years of experience in appraising income-producing prop-
erty, and pass an examination on capitalization methods, lease-
hold interests, and residual techniques. The appraiser must also 
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have a positive record of contributions to the advancement of the 
appraisal profession. The designation of SREA is awarded for a 
period of five years, after which the member must apply for re-
certification. 
o Senior Residential Appraiser (SRA). The designation of SRA is 
awarded to appraisers who have successfully completed a program 
of professional training in appraisal of single-family residences, 
duplexes, triplexes, and apartment houses with six units or less. 
AMERICAN SOCIETY OF APPRAISERS 
84. The American Society of Appraisers (ASA) was founded in 1952 to consoli-
date the American Society of Technical Appraisers and the Technical Valuation 
Society. It incorporates all the various appraisal disciplines. The ASA 
sponsors educational programs and seminars, publishes a journal on appraisal 
matters, and has an established code of ethics. 
85. The ASA has the following four classes of membership: member, senior mem-
ber, associate, and fellow. Only the designation of member and senior member 
are considered to be professional designations. To obtain those designations, 
applicants must pass an examination, submit two acceptable demonstration re-
ports, and satisfy an examining committee that they are able to perform ap-
praisals. The designations may be awarded for any of the following appraisal 
disciplines: appraisal administration, intangible property, machinery and 
equipment, personal property, public utilities, real property, technical valu-
ation, and multidisciplines. 
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APPENDIX E 
CERTAIN REAL ESTATE TERMS COMMON TO APPRAISAL INFORMATION 
Allowance for vacancy and income loss. That amount deducted from potential an-
nual gross income to reflect the effect of probable vacancy, turnover, or 
nonpayment of rent by tenants, commonly expressed as a percentage of poten-
tial annual gross income and then converted to a dollar figure. 
Anticipated use method. A method of estimating the value of vacant land, also 
known as the development method. The usual application is to raw, unsub-
divided land by deducting from the estimated gross selling price, direct 
expenses of development, such as cost of streets, utilities, sales, advertis-
ing, and overhead (taxes, carrying charges, inspection). Profit and "time 
lag" (interest on the money invested for the time needed to complete the 
project) are also deducted. 
Appraisal date. The date as of which the value estimate is applicable and 
valid. The date of appraisal identifies the market conditions that existed 
when the appraisal was made. 
Assessed valuation. The amount at which the property is recorded on the as-
sessment roll and unless altered by a higher authority, the basis on which 
the property tax levy is distributed among the property owners. Assessed 
values may differ from market values because of fractional assessment laws, 
partial exemption, and problems in keeping assessed values current. 
Band of investment. A widely used and conceptually defensible approach to 
estimating a discount (risk) rate. It is based on the premise that financing 
is usually used in a real estate transaction and that equity investors seek 
to obtain the best available financial package in order to maximize the po-
tential benefits of leverage. 
The rate developed is a weighted average of the return on investment required 
to cover mortgage interest and the return on investment required to provide a 
competitive equity return. 
In simple mortgage-equity analysis, the band-of-investment technique is used 
to derive the overall rate. In this circumstance, the overall rate is a 
weighted average of the mortgage constant and the equity rate. Simple 
mortgage-equity analysis assumes no change in the value of the equity posi-
tion over the holding period, for example, the equity dividend rate and 
equity yield rate are equal. 
The definitions included in this appendix are adapted from American Institute 
of Real Estate Appraisers and Society of Real Estate Appraisers, Real Estate 
Appraisal Terminology, ed. Burl N. Boyce (Cambridge, Mass.: Ballinger Pub-
lishing Co., 1981), pp. 10-239. 
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Building Capitalization rate. A rate that includes return on and return of 
capital invested in improvements that is separate from capital invested in 
the underlying land. It is used in the residual techniques that separate 
property income into components attributable to land and to improvements. 
Building residual technique. The process of estimating the contribution of 
improvements to the present worth or value of the entire property over and 
above the value of the site, in which the following occur: 
o Return attributable to the land, valued independently of 
the building, is deducted from net operating income. 
o The residual income, representing return to the building 
(including recapture), is capitalized to indicate the 
building's value. 
Bundle-of-rights theory. Ownership of a parcel of real estate may embrace a 
great many rights, such as the right to its occupancy and use; the right to 
sell it in whole or in part; the right to bequeath it; and the right to 
transfer, by contract, for specified periods of time, the benefits to be de-
rived by occupancy and use of the real estate. These rights of occupancy and 
use are called beneficial interests. 
Capitalization. The process of converting to present value (or obtaining the 
present worth of) a series of anticipated future periodic installments of net 
income. In real estate appraisals, it is usually accomplished by discount-
ing. 
Capital recovery (recapture). The return to investors of the portion of their 
property investment expected to be lost over the income projection period. 
Capital recovery may be viewed in either a physical sense, as reflected in 
the traditional physical residual techniques of capitalization, or in a fi-
nancial sense, as reflected in mortgage-equity analysis. It is not inter-
changeable with the term depreciation. 
Consistent use theory. The consistent use theory affirms that a property in 
transition to another use cannot be valued on the basis of one use for land 
and another for improvements (that Is, improvements must contribute to the 
value of the land to have value attributed to them). Where the transition to 
highest and best use is deferred, the element of interim use should be con-
sidered. 
Contribution, principle of. A valuation principle which states that the value 
of an agent of production or of a component part of a property depends on how 
much it contributes to the value of the whole or how much its absence de-
tracts from the value of the whole. The principle of contribution is also 
known as the principle of marginal productivity. 
Contributory value of improvements. The monetary amount that a building adds 
to the market value of a given property, based on the building reproduction 
cost less accrued depreciation. 
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Cost approach. An approach in appraisal analysis based on the proposition that 
the informed purchaser would pay no more than the cost of producing a substi-
tute property with the same utility as the subject property. It is particu-
larly applicable when the property being appraised involves relatively new 
improvements that represent the highest and best use of the land or when rel-
atively unique or specialized improvements are located on the site and there-
fore there exist no comparable properties on the market. 
Cost-of-development method. A method of valuing undeveloped acreage by deriv-
ing an estimate of the maximum amount an investor-developer would be war-
ranted in paying for land, given the cost of developing it, the probable 
proceeds from the sale of the developed sites, and appropriate discounting 
techniques. This is also called subdivision method or subdivision analysis 
method. 
Direct capitalization. The conversion of anticipated net income into present 
value by dividing the income by an appropriate rate that reflects the pre-
vailing relationship of net income to selling price for comparable properties 
being sold in the open market; an alternate form of direct capitalization is 
the use of an appropriate "times earnings" multiplier instead of a rate, that 
is, the reciprocal of the appropriate rate. Direct capitalization for land 
utilizes the discount rate, while direct capitalization for land and improve-
ments combined uses an overall rate. 
Direct sales comparison approach. The approach in appraisal analysis based on 
the proposition that an informed purchaser would pay no more for a property 
than the cost of acquiring an existing property with the same utility. This 
approach is applicable when an active market provides sufficient quantities 
of reliable data that can be verified from authoritative sources. The direct 
sales comparison approach is relatively unreliable in an inactive market or 
in estimating the value of properties for which no real comparable sales data 
are available. It is also questionable when sales data cannot be verified 
with principals to the transaction. Also referred to as the market compari-
son or market data approach. 
Discount rate. In appraising, the rate of return on investment in the physical 
components of land and buildings. 
Easement. A nonpossessing interest held by one person in land of another per-
son whereby the first person is accorded partial use of such land for a spe-
cific purpose. An easement restricts but does not abridge the rights of the 
fee owner to the use and enjoyment of the easement holder's rights. Ease-
ments fall into three broad classifications: surface easements, subsurface 
easements, and overhead easements. 
Effective gross income. (1) The estimated potential gross income less an 
allowance for vacancy and income loss plus other income, (2) the anticipated 
income from all operations of the estate after allowing for vacancy and in-
come loss. 
Ellwood premise. An extension of basic mortgage-equity analysis involving cer-
tain additional assumptions concerning income flows and the nature of the 
claims against those income flows. These assumptions include the following: 
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1. The purchaser-investor i s typical ly in teres ted in the cash income that 
the property wi l l produce to support his equity investment. 
2. The typical purchaser-investor i s sensi t ive to income taxes and wi l l be-
have in a manner allowing maximum tax avoidance. 
3 . The purchaser-investor typical ly seeks to take maximum advantage of 
leverage to enhance his equity re turn . 
4. The purchaser-investor wil l typical ly re ta in the investment only as long 
as there i s a cash income advantage in doing so. 
5. The purchaser-investor wi l l typical ly ant ic ipa te a level income flow over 
the income projection period since i t i s r e la t ive ly shor t . 
6. The purchaser-investor wi l l have discoverable expectations about the r e -
version (the most probable resale price of the property) at the end of 
the income projection period. 
Eminent domain. The r ight by which a sovereign government, or some person a c t -
ing in i t s name and under i t s author i ty , may acquire pr ivate property for 
public or quasi-public use upon payment of reasonable compensation and with-
out consent of the owner. Therefore, th i s i s the r ight or power of the 
government to take pr ivate property for public use upon making jus t compen-
sa t ion . 
Equity par t ic ipa t ions The r ight of the lender to share in whatever the equity 
investor-borrower receives, without reference to loan contract terms, that 
i s , the lender ' s r ight has an indef in i te term and may endure beyond the ma-
t u r i t y of the loan. Equity par t ic ipa t ion may appear in any one or a l l of the 
following forms: percentage of equity reversion (proceeds from periodic r e -
financing and/or proceeds of property r e s a l e ) ; percentage of equity in te res t 
(both annual income and reversionary receipts) that may occur in the future; 
and percentage of tax shel ter (a portion of the depreciation associated with 
the mortgage property) . 
Escalation clause, A clause in an agreement providing for adjustment of price 
based on some event or index. For example, in a lease , th i s might be the pro-
vis ion to increase rent if operating expenses increase,, 
Feas ibi l i ty* A rea l e s t a t e project i s feasible when analysis indicates a rea-
sonable l ikelihood of sat isfying exp l i c i t objectives and when a selected 
course of action i s tested for f i t to a context of specif ic constraints and 
limited resources. Feas ib i l i ty of a real e s ta te project i s normally related 
to i t s probable economic po ten t i a l . 
Fee simple. (1) An absolute fee; (2) a fee without l imitat ions to any par t icu-
l a r class of heirs or r e s t r i c t i o n s , but subject to the l imitat ions of eminent 
domain, escheat, police power, and taxat ion. 
Final reconci l ia t ion . The application of the process of evaluating a l ternat ive 
conclusions and select ing value indications derived from each of the 
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approaches utilized to arrive at a final estimate of value. Appraisers weigh 
the relative significance, applicability, and defensibility of the value 
indication derived from each approach, and they place most weight and re-
liance on the one which, in their professional judgment, best approximates 
the value being sought in the appraisal. Appraisers reconcile the facts, 
trends, and observations developed in their analyses and review their con-
clusions and the probable validity and reliability of those conclusions. 
Final value estimate. The appraiser's opinion or conclusion resulting from the 
application of appraisal analysis, including reconciliation of findings, to 
the appraisal problem at hand. This estimate will reflect the definition of 
value sought. For market value, the final estimate is the value that most 
nearly represents what the typical, informed, rational purchaser would pay 
for the subject property if it were available for sale on the open market as 
of the date of the appraisal, given all the data utilized by appraisers in 
their analyses. 
Fractional appraisal. (1) An appraisal of one of the component parts of a 
property, for example, the land regardless of the building or the building 
regardless of the land; (2) the appraisal of a lessee's or a lessor's inter-
est. 
Functional utility. The sum of the attractiveness and usefulness of the prop-
erty. It is the ability of the property to perform the function for which it 
is intended, in terms of current market tastes and standards. Elements of 
functional utility in a residence include architecture, design and layout, 
traffic pattern, size and type of rooms, and performance standards. 
Going-concern value. The value existing in a proven property operation that is 
considered an entity with business already established, as distinct from the 
value of only real estate that is ready to operate but without a going busi-
ness. 
Gross income. The scheduled income from the operation of a business or the 
management of a property, customarily stated on an annual basis. 
Gross income multiplier (GIM). The relationship (ratio) between sales price 
(value) and either potential gross income or effective gross income in 
income-producing properties. These relationships are not to be intermingled, 
that is, there must be consistency in the method of computing multipliers 
used for analysis. It is used to estimate value as a multiple of annual 
gross income (potential or effective). 
Gross income (rent) multiplier analysis. An approach in appraisal analysis 
based on the proposition that an informed purchaser would pay no more for a 
property than the cost of obtaining a return (in income or amenities) of the 
same amount and embodying the same risk as that involved in the subject prop-
erty. This approach is applicable when sufficient numbers of comparable 
properties are rented at the time of sale. The gross income (rent) multi-
plier approach is not applicable when few or no comparable properties are 
rented in the competitive market. This approach is also questionable in mar-
ket situations when market rents and sale prices do not bear a constant re-
lationship to each other. 
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Gross rent multiplier (GRM). The relationship (ratio) between sales price 
(value) and monthly rental income for single-family residential properties. 
Income approach. The procedure in appraisal analysis that converts anticipated 
benefits (dollar income or amenities) to be derived from the ownership of 
property into a value estimate. The income approach is widely applied in 
appraising income-producing properties. Anticipated future income and/or 
reversions are discounted to a present worth figure through the capitaliza-
tion process. 
Income participation. The right of the mortgagee to share in some portion of 
future income to be generated by the property, usually over the maturity term 
of the underlying mortgage. 
Inwood annuity. (1) A contraction of "Inwood annuity capitalization" or 
"Inwood annuity tables"; the name Inwood is popularly used to identify the 
traditional technique of using present worth factors (Inwood coefficients) 
from standard compound interest tables to capitalize, or discount to present 
worth, a stream of level income; (2) an annuity that can be capitalized with 
an Inwood factor (coefficient). 
Land residual technique. A valuation technique which assumes that income can 
be split between land and improvements and that the residual to land can then 
be capitalized into value. Typically, the building is valued independently 
of the land, and the annual return on the building value (return on invest-
ment and provision for capital recapture) is deducted from the anticipated 
net operating income to the property (land and building). The residual 
amount is said to be attributable to the land and is capitalized at the ap-
propriate risk (discount) rate to indicate the land value. For new struc-
tures, the value assigned to the building is cost, which assumes no accrued 
depreciation and construction at a proper current cost. If reasonably new 
and subject to minimal depreciation that can be satisfactorily estimated, the 
assigned value Is the depreciated value as of the date of appraisal. 
In the case of an old structure, it is preferable to assume the construction 
cost and rental income for a hypothetical new property structure as the basis 
for estimating the net income attributable to the land. 
Market data approach. Traditionally, an appraisal procedure in which the mar-
ket value estimate is predicated upon prices paid in actual market transac-
tions and current listings, the former fixing the lower limit of value in a 
static or advancing market (pricewise) and fixing the higher limit of value 
in a declining market, and the latter fixing the higher limit in any market. 
It is a process of analyzing sales of similar recently sold properties in 
order to derive an indication of the most probable sales price of the prop-
erty being appraised. The reliability of this technique is dependent upon 
(1) the availability of comparable sales data, (2) the verification of the 
sales data, (3) the degree of comparability or extent of adjustment necessary 
for time differences, and (4) the absence of nontypical conditions affecting 
the sales price. 
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Market price. The amount actually paid, or to be paid, for a property in a 
particular transaction. It differs from market value in that it is an ac-
complished, or historic, fact, whereas market value is and remains an esti-
mate until proved. Market price involves no assumption of prudent conduct 
by the parties, of absence of undue stimulus, or of any other condition basic 
to the market value concept. 
Market rent. The rental income that a property would most probably command on 
the open market as indicated by current rents being paid for comparable space 
(as of the effective date of the appraisal). This terminology is preferred 
over the term economic rent, which has traditionally been used in appraisal 
analysis. 
Master plan. A comprehensive, long-range plan officially recognized as a guide 
for the physical growth and development of a community, together with the 
basic regulatory and administrative controls needed to attain the physical 
objectives. Basic components of the plan for physical development are a 
land-use plan, thoroughfare plan, community facilities plan, and public im-
provements program. 
Net lease. A lease where, in addition to the rent stipulated, the lessee as-
sumes payment of all property charges, such as taxes, insurance, assessments, 
and maintenance. 
Net operating income (NOI). Annual net income remaining after deducting all 
fixed and operating expenses but before deducting financial charges, such as 
recapture or debt service; NOI is the same as annual dividend. It is some-
times referred to as net income before recapture (NIBR) or net income before 
depreciation (NIBD). 
Net present value (NPV). The difference, if any, between the cost of an in-
vestment and the discounted present value of all anticipated future benefits 
to that investment. Generally, where NPV is positive, the proposal (invest-
ment) is acceptable; where NPV is zero, the proposal is marginally accept-
able; and where NPV is negative, the proposal is unacceptable. 
Occupancy rates. The relationship that exists between the income received from 
rental units of a property and the income to be received if all units were 
occupied. It is derived by multiplying the number of units by the number of 
days rented and dividing by the number of rentable units multiplied by the 
days of the year. 
Operating expenses. Generally denotes all expenses necessary to maintain the 
production of income from operation of a property; the difference between 
effective gross income and net operating income . It is also used to 
denote a category of expense exclusive of fixed expense, debt service, de-
preciation allowance, and reserves for replacements. 
Operating income. Income derived from the general operation of a business. 
Not synonymous with net profit, but rather indicates a stage in the profit-
and-loss account where all direct costs of operation and all direct income 
from operation, and nothing else, have been taken into the account. 
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Plat. A plan, map, or chart of a city, town, section, or subdivision indicat-
ing the location, boundaries, and ownership of individual properties. 
Plat book. A record showing the location, size, and ownership of each plot of 
land in a stated area. 
Purchase money-mortgage. A mortgage given to the seller by a purchaser of real 
property in part payment of the purchase price. 
Rate of return. (1) The current year's annual net income from the operation of 
an enterprise related to the capital invested, the appraised value or some 
other selected capital sum, or (2) the net yield during investment life, giv-
ing effect to a finite period of economic life (of buildings) or to limiting 
time factors (such as the maturity period of a bond). 
Rental value. The monetary amount reasonably expected for the right to the 
agreed use of real estate. It may be expressed as an amount per month or 
other period of time; per dollar of sales; or per room, per front foot, or 
other unit of property. Usually, it is established by competitive condi-
tions . 
Replacement cost. The current construction cost of a building having utility 
equivalent to the building being appraised but built with modern materials 
and according to current standards, design, and layout. The use of the re-
placement cost concept presumably eliminates all functional obsolescence, and 
the only depreciation to be measured is physical deterioration and economic 
obsolescence. 
Reproduction cost. The current construction cost of an exact duplicate or rep-
lica using the same materials, construction standards, design, layout, and 
quality of workmanship and embodying all the deficiencies, superadequacies, 
and obsolescence of the subject building. 
Risk factor. The portion of any given return or rate of return from capital 
that is invested in an enterprise and that is assumed to cover the risks 
pertinent to the particular investment. It is different from and in excess 
of the return or rate obtainable from funds invested with virtual certainty 
of the safety of the principal. 
Risk rate. (1) The annual rate of return on capital that is commensurate with 
the risk assumed by the investor; (2) the rate of interest or yield necessary 
to attract capital. 
Site. A parcel of land improved to the extent that it is ready to be used for 
Its intended purpose. 
Site analysis. The identification and analysis of the characteristics that 
create, enhance, or detract from the utility and marketability of a site. 
Substitution, principle of. A valuation principle which states that a prudent 
purchaser would pay no more for real property than the cost of acquiring 
an equally desirable substitute on the open market. The principle of 
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substitution assumes that the purchaser will consider the alternatives avail-
able, that he will act rationally or prudently on the basis of the informa-
tion about those alternatives, and that reasonable time is available for the 
decision. Substitution may take the form of the purchase of an existing 
property with the same utility as the property in question, or of acquiring 
an investment that will produce an income stream of the same size with the 
same risk as that of the property in question. 
Tenancy by the entirety. Tenancy by a husband and wife in such a manner that, 
except through joint action, neither has a disposable interest in the prop-
erty during the lifetime of the other. Upon death of either, the property 
passes to the survivor. 
Tenancy in common. The holding of property by two or more persons, each of 
whom has an undivided interest, which, upon the death of one, passes to the 
heirs and not to the survivor or the survivors. 
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APPENDIX F 
SAS NO. 11 
USING THE WORK OF A SPECIALIST 
Issue date, unless otherwise indicated: December, 1975 
.01 The purpose of this section is to provide guidance to the auditor who 
uses the work of a specialist in performing an examination of financial state-
ments in accordance with generally accepted auditing standards.1 For purposes 
of this section, a specialist is a person (or firm) possessing special skill or 
knowledge in a particular field other than accounting or auditing. Examples of 
such specialists include actuaries, appraisers, attorneys, engineers, and geol-
ogists.2 
Decision to Use the Work of a Specialist 
.02 The auditor's education and experience enable him to be knowledgeable 
about business matters in general, but he is not expected to have the expertise 
of a person trained for or qualified to engage in the practice of another pro-
fession or occupation. During his examination, however, an auditor may en-
counter matters potentially material to the fair presentation of financial 
statements in conformity with generally accepted accounting principles that 
require special knowledge and that in his judgment require using the work of a 
specialist. 
This section does not apply to using the work of a specialist who is a member 
of the auditor's staff, or to the form or content of letters of audit inquiry 
concerning litigation, claims, or assessments and lawyers' responses thereto. 
For purposes of this section, a person whose special skill or knowledge re-
lates to the internal affairs or business practices of the client, such as a 
credit or plant manager, is not considered a specialist. 
Copyright® 1976, American Institute of Certified Public Accountants, Inc. 
53 
1 
2 
.03 Examples of the types of matters that the auditor may decide require him 
to consider using the work of a specialist include, but are not limited to, the 
following: 
a. Valuation (e.g., works of art, special drugs, and restricted securities). 
b. Determination of physical characteristics relating to quantity on hand or 
condition (e.g. , mineral reserves or materials stored in piles above 
ground). 
c. Determination of amounts derived by using specialized techniques or methods 
(e.g., certain actuarial determinations). 
d. Interpretation of technical requirements, regulations, or agreements (e.g., 
the potential significance of contracts or other legal documents, or legal 
title to property). 
.04 In performing an examination of financial statements in accordance with 
generally accepted auditing standards, the auditor may use the work of a spe-
cialist as an audit procedure to obtain competent evidential matter. The cir-
cumstances surrounding the use of specialists differ. Although the familiarity 
of individual auditors with the work performed by certain types of specialists 
may differ, the auditing procedures necessary to comply with generally accepted 
auditing standards need not vary as a result of the extent of the auditor's 
knowledge. 
Selecting a Specialist 
.05 The auditor should satisfy himself concerning the professional qualifi-
cations and reputation of the specialist by inquiry or other procedures, as 
appropriate. The auditor should consider the following: 
a. The professional certification, license, or other recognition of the compe-
tence of the specialist in his field, as appropriate. 
b. The reputation and standing of the specialist in the views of his peers and 
others familiar with his capability or performance. 
c. The relationship, if any, of the specialist to the client. 
.06 Ordinarily, the auditor should attempt to obtain a specialist who is un-
related to the client. However, when the circumstances so warrant, work of a 
specialist having a relationship to the client may be acceptable (see para-
graph .08). Work of a specialist unrelated to the client will usually provide 
the auditor with greater assurance of reliability because of the absence of a 
relationship that might impair objectivity. 
.07 An understanding should exist among the auditor, the client, and the 
specialist as to the nature of the work to be performed by the specialist. 
Preferably, the understanding should be documented and should cover the fol-
lowing: 
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a. The objectives and scope of the s p e c i a l i s t ' s work. 
b . The s p e c i a l i s t ' s representations as to his re la t ionship , if any, to the 
c l i e n t . 
c . The methods or assumptions to be used. 
d. A comparison of the methods or assumptions to be used with those used in 
the preceding period. 
e . The s p e c i a l i s t ' s understanding of the aud i to r ' s corroborative use of the 
s p e c i a l i s t ' s findings in re la t ion to the representations in the financial 
s tatements. 
f. The form and content of the s p e c i a l i s t ' s report that would enable the audi-
tor to make the evaluation described in paragraph .08. 
Using the Findings of the Specia l i s t 
.08 Although the appropriateness and reasonableness of methods or assump-
t ions used and t he i r application are the responsibi l i ty of the s p e c i a l i s t , the 
auditor should obtain an understanding of the methods or assumptions used by 
the spec i a l i s t to determine whether the findings are sui table for corroborating 
the representations in the f inancial statements. The auditor should consider 
whether the s p e c i a l i s t ' s findings support the related representations in the 
f inancial statements and make appropriate t e s t s of accounting data provided by 
the c l i en t to the s p e c i a l i s t . Ordinarily, the auditor would use the work of 
the spec ia l i s t unless his procedures lead him to believe that the findings are 
unreasonable in the circumstances. If the spec ia l i s t i s related to the c l ient 
(see paragraph .06), the auditor should consider performing addi t ional proce-
dures with respect to some or a l l of the related s p e c i a l i s t ' s assumptions, 
methods, or findings to determine that the findings are not unreasonable or 
engage an outside spec i a l i s t for that purpose. 
Effect of the Spec i a l i s t ' s Work on the Auditor 's Report 
.09 If the auditor determines that the s p e c i a l i s t ' s findings support the 
related representations in the f inancial statements, he may reasonably conclude 
that he has obtained suff icient competent evident ia l matter. If there i s a 
material difference between the s p e c i a l i s t ' s findings and the representations 
in the f inancial statements, or i f the auditor believes that the determinations 
made by the spec i a l i s t are unreasonable, he should apply addit ional procedures. 
If a f ter applying any addit ional procedures that might be appropriate he i s 
unable to resolve the matter, the auditor should obtain the opinion of another 
s p e c i a l i s t , unless i t appears to the auditor that the matter cannot be r e -
solved. A matter that has not been resolved wi l l ordinari ly cause the auditor 
to conclude that he should qualify his opinion or disclaim an opinion because 
the i nab i l i t y to obtain sufficient competent evidential matter as to an 
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asser t ion of material significance in the f inancial statements consti tutes a 
scope l imi ta t ion (see section 509 .10-11) . 
.10 The auditor may conclude af ter performing addit ional procedures, includ-
ing possibly obtaining the opinion of another spec i a l i s t , that the representa-
t ions in the f inancial statements are not in conformity with generally accepted 
accounting p r inc ip les . In that event, he should express a qualified or adverse 
opinion (see section 509.15-.17). 
Reference to the Specia l is t in the Auditor 's Report 
.11 When expressing an unqualified opinion, the auditor should not refer to 
the work or findings of the s p e c i a l i s t . Such a reference in an unqualified 
opinion might be misunderstood to be a qual i f ica t ion of the audi tor ' s opinion 
or a division of respons ib i l i ty , nei ther of which i s intended. Further, there 
may be an inference that the auditor making such reference performed a more 
thorough audit than an auditor not making such reference. 
.12 If the auditor decides to modify his opinion (see paragraphs .09 and 
.10) as a resul t of the report or findings of the s p e c i a l i s t , reference to and 
iden t i f ica t ion of the spec i a l i s t may be made in the audi to r ' s report if the 
auditor believes such reference wi l l f a c i l i t a t e an understanding of the reason 
for the modification. 
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